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Price-Level Accounting 
by OSCAR S. GELLEIN 
Partner, Executive Office 
Presented before the Saint Louis Chapter of the 
Financial Executives Institute — March 1963 
NONE of us requires evidence that prices have gone up and that 
they have been doing so for some time. We have not only seen 
it, we have felt it. The persistence of the rise is to be noted in some 
of the following: 
Index 
(In the first column 1935 = 100; in the second, 1950 = 100) 
Consumer Wholesale Building 
Year Prices Prices Cost 
1935 100 . . . 100 . . . 100 
1940 102 . . . 98 . . . 122 
1945 131 . . . 132 . . . 144 
1950 175 100 198 100 226 100 
1955 195 110 213 107 282 125 
1960 215 123 225 116 337 149 
1962 (Oct.) . . . . 221 127 230 116 352 156 
This is enough to show what we already knew. Prices have more than 
doubled in the last 20 to 25 years, and have gone up from a sixth to a 
fourth in the last ten years. This means that for many businesses a 
not insignificant portion of the figures in 1962 financial statements 
arose from transactions occurring when prices were one-half of what 
they are today. Does this have any accounting significance? A few 
say "no—after all a dollar is a dollar is a dollar, and dollars are what 
we are accounting for." Others say '"yes—a dollar has become 50 
cents and may be 25 cents tomorrow, and accordingly is a pretty 
bad measure for accounting to be using." The views of accountants 
and business executives today are arrayed somewhere between these 
two positions. 
M A N Y - S I D E D E F F E C T S O F P R I C E C H A N G E S 
Views are fermenting about price-level accounting—there is no 
question about that. The problem is difficult because it has many 
sides, and affects businesses in many ways. Businesses, including 
foundations, funds, and educational institutions as well as other 
entities concerned mainly with finance, manufacture, merchandising, 
and personal service, are affected by price changes in diverse ways. 
The principal assets of some businesses are fixed-term, fixed-rate 
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receivables; other businesses hold mainly those items that have market 
values tending to vary directly with the price level; still others have 
held assets bought at one price, used them up while prices were 
changing, and replaced them with other assets. For instance, a 
company that holds bonds through a period of price increases suffers 
a type of loss because it gives up dear dollars when it acquires the 
bonds and receives the same number of cheap dollars in return; as a 
result is loses spending potential or purchasing power. On the other 
hand, a business that holds mainly fixed assets probably is manufac-
turing a product whose price is moving up with the general price 
level. It buys the fixed assets with dear dollars and gets back cheap 
dollars from the sale of its product, but probably gets more of them. 
In other words, some businesses are better situated than others to 
protect themselves against inflationary and deflationary effects. 
It is easy to see that a business holding cash and receivables, 
including bonds—that is, monetary assets—through a price rise suffers 
a loss, but realizes a gain of some kind if it has monetary liabilities. 
Some of the other price-level effects are not so easy to see. 
My first observation, accordingly, is that resolution of the ac-
counting problem requires a many-sided study of the various circum-
stances in which businesses find themselves vis-à-vis price-level 
changes. 
Tonight I shall mention mainly some recent developments and 
point up some of the considerations on both sides of the price-level 
question. 
PRICE-LEVEL STUDIES 
Accounting in the United States has developed on the assumption 
that changes in the price level could be ignored—this has been one 
of accounting's postulates. This assumption is not very realistic, 
of course, when the price level doubles in a twenty-year period. Almost 
all accountants today, including the Accounting Principles Board of 
the American Institute of Certified Public Accountants, agree that the 
long-standing assumption is not realistic. When important assump-
tions lose their realism, other assumptions that might replace them 
are studied. This is where we are today—we are studying the 
alternatives. 
Over the years there have been a number of studies of price-level 
changes in relations to accounting, some by individuals and some on 
a sponsored or group basis. Henry W. Sweeney published a study 
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in the middle thirties presenting a comprehensive analysis of the 
way in which financial statements could be adjusted for price-level 
changes. This study, you will note, was made at a time when the 
principal concern was deflation, not inflation. 
Ralph G. Jones of Yale University, through the American Ac-
counting Association and under a grant from the Merrill Foundation, 
made in the middle fifties perhaps the most comprehensive study 
of the matter that has been published. Professor Jones's study pre-
sented a general analysis of the problem as well as case studies deal-
ing with financial statements of four cooperating companies. 
The National Industrial Conference Board published last year a 
study dealing with many aspects of the price-level problem. It is 
mainly expository. It states the problem, discusses the effect of 
inflation on financial statements, and summarizes the viewpoints of 
accounting practitioners and the published views of accounting 
groups. It also summarizes applications of price-level adjustments 
that have been made in the United States and refers briefly to prac-
tices and pertinent laws of other countries. I commend this study 
for your consideration. It deals fairly with the arguments for and 
against price-level adjustments. 
The Accounting Principles Board of the AICPA has directed a 
broad study of price-level accounting by the research arm of the 
Institute. The study1 now is under way. 
The problem has so many sides that it is difficult to keep all of 
them within sight, let alone in focus, at one time. Even for a dis-
cussion like ours tonight it is hard to know where to start—where is 
the beginning of a circle? 
CAPITAL AND INCOME 
I think we should start with the accounting notion of capital in 
relation to income. Think with me a little bit about our traditional 
idea, and let's leave dividends and newly paid-in capital out of the 
picture for a while. Accounting has traditionally said that the capital 
of a business was unimpaired if the measure of net assets in dollars 
at the end of the period was as large as the measure in dollars at the 
beginning of the period. It hasn't mattered what the price level was 
when the dollars got there. Accordingly, the income statement 
matched dollars of cost incurred at times of varying price levels with 
dollars of revenue realized at perhaps other levels. The result, of 
1 Published by AICPA in October 1963. 
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course, was a mixed dollar increment of capital. Some advocates of 
price-level adjustments find their principal reason for making them in 
this situation. They argue that the income statement, unadjusted, 
is mathematically illogical, that a combination of oranges and apples 
gives neither oranges nor apples. This argument deals only with the 
symptom of the problem, and in my judgment, is not particularly 
cogent standing by itself. If apples and oranges are matched, the 
result is fruit, and this may be meaningful, if the nature of the match-
ing and the limitations of the results are understood. Such an 
algebraic argument does not get at the core of the problem. The real 
problem concerns capital and income, what they are, and how they 
can be credibly measured in the most meaningful way. In my opinion, 
the problem is much bigger and more far-reaching than one of 
restating traditional financial statements in terms of the same meas-
uring unit; that is, in terms of a dollar of uniform purchasing power. 
It deals with a much more basic issue. General acceptance of price-
level adjustments will require broad public understanding of a new 
concept of income and of capital. 
DOLLAR CAPITAL VS. PURCHASING-POWER CAPITAL 
The basic issue is whether income determination should consider 
the erosion of fixed-dollar capital resulting from rising prices or de 
facto capital accretion resulting from falling prices. As mentioned 
earlier, the traditional notion has been that accounting capital is dollar 
capital. Now the issue is whether it should be purchasing-power capi-
tal. Price-level accounting says, in effect, that the income of a period 
is the amount that can be distributed to shareholders so that the 
purchasing-power capital at the end of the period is the same as at 
the beginning of the period (assuming, of course, that no additional 
capital has been paid in during the period). 
Let's try to illustrate what this means with some over-simplified 
cases. 
Consider Illustration 1. The cash of $100,000 is stated, of course, 
at $100,000, since cash is purchasing power itself. The capital stock 
is stepped up by 10 per cent to $110,000 to maintain the original paid-
in purchasing power. The $10,000 shareholder equity deduction can 
be described in terms of the dual aspects of double-entry accounting. 
On the one hand it represents a loss because of the spending potential 
lost as a result of holding cash while the prices of the things it would 
buy went up. On the other it represents the adjustment arising from 
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the restatement of the capital stock to a basis of the same purchasing 
power as when the stock was issued. What was the income of the 
period? Was it zero—the conventional measure? Or was there a 
loss of $10,000 because of the lost spending potential? 
ILLUSTRATION 1 
New corporation issues stock for cash of $100,000. 
No transactions during the year. 
Price level rises 10%. 
B A L A N C E S H E E T  
E N D OF Y E A R 
Price Level-
Usual Adjusted 
Cash $100,000 $100,000 
Capital Stock $100,000 $110,000 
Loss in Purchasing Power — (10,000) 
Total $100,000 $100,000 
Now consider Illustration 2. The end-of-the-year balance sheet 
shows a building at $110,000 and capital stock at $110,000. In this case 
the price-level adjustments were off-setting. A $10,000 upward re-
statement of the building to the new price level resulted in a credit 
adjustment of capital, and the upward restatement of capital stock 
to maintain the amount of original paid-in purchasing power resulted 
in a debit adjustment of capital—a stand-off. Nothing happened 
to cause a loss, since no monetary assets were held or monetary 
liabilities were owed through the period of rising prices. 
ILLUSTRATION 2 
At beginning of year a new corporation issues stock for cash and immediately pur-
chases non-depreciable fixed assets of $100,000. 
A year passes with no intervening transactions. 
Price level rises 10%. 
B A L A N C E S H E E T  
E N D OF Y E A R 
Price Level-
Usual Adjusted 
Fixed Assets $100,000 $110,000 
Capital Stock $100,000 $110,000 
To Restate Fixed Assets in Current Dollars — 10,000 
To Maintain Purchasing Power of Capital (10,000) 
Total $100,000 $110,000 
Look now at Illustration 3. As before, fixed assets are restated 
to the new price level and capital stock is restated to maintain the 
original purchasing power. The debt is not restated for the reason that 
new cheaper dollars, instead of old dear dollars received when the 
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debt was incurred, can be used to repay the debt. No one is presump-
tuous enough, of course, to say what kind of dollars actually will be 
given up in the future when the debt is retired. The point of atten-
tion now is on the $5,000 net price-level adjustment. As mentioned 
previously it can be viewed two ways. It is the net effect of adjust-
ing fixed assets and capital stock to current dollars, or the new 
level of purchasing power. Or, and perhaps more meaningfully, it can 
be viewed as the gain resulting from the price-level change vis-a-vis 
the debt. It would take 55,000 current dollars to have the same pur-
chasing power as the 50,000 year-ago dollars that were borrowed. 
Since the business can presumably (without any guessing as to the 
future) liquidate the debt with 50,000 current dollars, it has a $5,000 
gain in current dollars. One of the issues here, of course, is whether 
this is a realized gain, and accordingly, a part of the income for the 
period. So you see even the question of realization is at issue when 
price-level adjustments are considered. It may be that a new 
concept of realization will be required. At least it will have to be 
considered carefully. 
ILLUSTRATION 3 
At beginning of year a new corporation issues capital stock for $100,000, borrows 
$50,000 on a long-term debt, and immediately purchases non-depreciable assets of 
$150,000. 
One year passes with no intervening transactions. 
Price level rises 10%. 
B A L A N C E SHEET  
END OF Y E A R 
Price Level-
Usual Adjusted 
Fixed Assets $150,000 $165,000 
Long-Term Debt $ 50,000 $ 50,000 
Capital Stock 100,000 110,000 
To Restate Fixed Assets in Current Dollars — 15,000 
To Maintain Purchasing Power of Capital — (10,000) 
Net Price-Level Adjustment (A Gain) 5,000 
Total $150,000 $165,000 
And now look at Illustration 4. This time we include an income 
statement. Since the sale was made at the end of the year the 
$100,000 represents current dollars, as do the $50,000 of cost of sales. 
The depreciation provision, however, must be restated to $16,500 
to express current dollars (100 per cent of $15,000 or 1/10 of the 
original cost restated in current dollars). As to the balance sheet we 
see the same adjustments of fixed assets and capital stock as in 
Illustration 3, the same net adjustment of $5,000. 
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ILLUSTRATION 4 
At beginning of year a new corporation issues capital stock for $100,000, borrows 
$50,000 on a long-term debt, and immediately buys depreciable assets (10-year-life) 
for $150,000. 
On the last day of the year there is a purchase of goods for $50,000, and an immediate 
sale of all the goods for $100,000. 
Straight-line depreciation is used. 
The price level has risen 10%. 
INCOME S T A T E M E N T 
FOR T H E Y E A R 
Price Level-
Usual Adjusted 
Sales $100,000 $100,000 
Cost of Sales 50,000 50,000 
Depreciation 15,000 16,500 
Total Expenses 65,000 66,500 
Net Income $ 35,000 $ 33,500 
B A L A N C E S H E E T  
E N D OF Y E A R 
Price Level-
Assets Usual Adjusted 
Cash $ 50,000 $ 50,000 
Depreciable Asssets (less accumulated depreciation) 135,000 148,500 
Total Assets $185,000 $198,500 
Liabilities and Capital 
Long-Term Debt $ 50,000 $ 50,000 
Capital Stock 100,000 110,000 
Price-Level Adjustments: 
To Restate Fixed Assets in Current Dollars . . — 15,000 
To Maintain Purchasing Power of Capital . . — (10,000) 
Net Price-Level Adjustments 5,000 
Earned Surplus 35,000 33,500 
Total Liabilities and Capital $185,000 $198,500 
What was the net income of the period? By traditional methods 
it was $35,000. On a price-level adjusted basis it was either $33,500 
or $38,500; some accountants say it was one figure, some the other. 
The issue is the same as in Illustration 3. Was there a realized gain 
of $5,000 relating to the debt? 
Let's try the test that measures income as the amount that can 
be distributed to shareholders without impairing the purchasing 
power of capital. First, think about the difference between traditional 
income of $35,000 and the price-level adjusted figure of $33,500. The 
difference, of course, is the extra depreciation of $1,500 relating to 
the price-level increment of $15,000 on fixed assets. But this is only 
a mathematical way of identifying it. In a more meaningful sense it 
is the additional cash (in current dollars, of course) that must be 
retained to protect the purchasing power of capital. 
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Some accountants would argue that $38,500 could be distributed 
without impairing capital, since there was a purchasing-power gain 
on the debt. 
It is easy to see that here is not the place to develop other 
cases with all of the facts likely to exist in an actual situation. These 
four illustrations do, however, provide a basis for pointing up some 
of the pros and cons, and problems. 
REPLACEMENT VALUES—APPRAISALS 
There is the matter of how to give effect to the changing price 
level. Has a satisfactory way been found to make price-level adjust-
ments in financial statements? There are some pros and cons here. 
One concerns the way in which the recorded figures are translated 
into different figures. 
Some are arguing that since the principal balance-sheet items 
required to be restated are inventories and fixed assets, the adjust-
ments can be determined by using replacement prices for inventory 
and appraisal figures for fixed assets. Others, of course, shy away 
from the appraisal approach because of the loss of objectivity and 
perhaps the cost of frequent appraisals. There is another considera-
tion here, too. Replacement costs of specific assets as compared 
with historical costs reflect changes relating to two factors, the 
price level and the other economic forces affecting the value of specific 
assets. The value of a piece of land, for example, is affected by forces 
tied to the general price level as well as by those related to the 
changing value of its location or of alternative uses. The general 
price level may have changed since an asset was acquired, but the 
price of the specific asset may have lagged behind or gained on the 
general price level. Current-cost or replacement-value accounting in-
cludes therefore price-level adjustments and adjustments for other 
factors as well. 
PARTIAL ADJUSTMENTS 
The argument is being made that Lifo pretty well takes care of 
price-level accounting for inventories and that, accordingly, only 
fixed assets require attention. The argument is that the means are 
available to begin application of price-level acccounting to fixed 
assets in an understandable way and this should be done right away. 
The simplest application would limit the adjustment to the deprecia-
tion charge and the related net-worth account. On this basis the 
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income statement would show a depreciation charge (in one or two 
pieces) based on a price-level adjusted figure, and the balance sheet 
would be unaffected except for the switch between earned surplus 
and the capital account arising from adjustment of the depreciation 
provision. 
The rebuttal to partial adjustment, limited mainly to fixed assets 
and inventories, notes that Lifo adjusts only in part for price-level 
changes, that price-level changes importantly affect cash, receivables, 
payables, and other monetary items in a balance sheet, and that in-
come statement and balance-sheet relationships become distorted if 
only partial adjustments are made. 
My view is that to the extent that price-level adjustments are 
reflected in financial statements they should be comprehensive. I 
hold this view mainly because I think, as mentioned previously, that 
new concepts of capital and income emerge from price-level adjust-
ments and that a mixing of the concepts likely will lead to misunder-
standing of their nature. Partial adjustments, it seems to me, also 
lead to difficulties in developing meaningful measures of rate of return 
on investment and the like. 
INDEX NUMBERS 
The possibility of using index numbers for price-level adjust-
ments has received a lot of attention in recent years. If used on a 
fixed asset, for example, the mechanical process is one of multiplying 
the amount of the asset by the ratio of the index for the current 
year to the index for the year of acquisition. 
The arguments opposing the application of index numbers have 
been concerned with the absence of index numbers suitable for all 
situations, the introduction of an additional non-objective measure in 
accounting determinations, the lack of public understanding of the 
nature of index numbers, and the like. I do not propose to state all 
of the arguments and the rebuttals, but will make a few observations. 
Various agencies of the United States Government have been 
publishing series of price indexes for some time. Examples are the 
Consumers Price Index (sometimes termed an indicator of the gen-
eral price level), the Wholesale Price Index (also a general price-
level indicator), Gross National Product prices, and Construction Cost 
Indexes (dealing manifestly with prices of a particular economic 
activity). Price indexes are statistical creations. This does not make 
them bad, but it means that their accuracy falls within a range of 
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precision, as the statistician is the first to insist. In developing an 
index series there is first the question of determining and selecting 
the sample of prices to be included. It is not feasible to include 
every price in every market place throughout the United States. The 
sample design is concerned with a choice of products as well as a 
choice of markets. There is also the problem over time in connection 
with an index series of product changes, some new ones coming into 
the market and others dropping out. There is the further problem 
of the formula to use in making the calculation and the major problem 
of the weights to be assigned to the prices of the products included. 
In view, these factors need not stand in the way of meaningful appli-
cation of index numbers, but they must be understood by both those 
using index numbers to translate financial statements and those read-
ing financial statements affected by index numbers. 
GENERAL PRICE LEVEL OR SPECIFIC COMMODITY PRICES 
There is a more basic consideration. It concerns the question 
of whether price-level adjustments should be geared to the general 
price level or to the price level of the specific commodities or indus-
tries for which the adjustments are being made. The view emerging 
seems to be that they should be related to the general price level. 
The final answer, I think, must be found in careful definition of capital 
and income. Is it more meaningful, for example, to express income 
in dollars based on prices in markets where the specific business (or 
possibly the industry) spends its money or in dollars where its stock-
holders will spend the money they get from dividends? Or should 
the emphasis be put on the prices to be paid in replacing assets used 
up in operations? The answer must be resolved, I think, in terms of 
ascertaining the most meaningful measure of capital. 
EFFECT ON INCOME TAXES 
Not the least of the questions is whether price-level adjusted 
income will serve as the basis for taxable income. If price-level 
adjusted income is designed to isolate capital erosion or accretion 
accompanying price-level changes, it certainly should be a proper 
basis for an income tax. Some would argue, however, that it really 
doesn't matter whether it is adopted for income taxes since about the 
same amount of tax revenue will be sought and collected in any event, 
either by a change in rates or by other provisions. I think this rebuttal 
is incomplete. It fails to consider that price-level changes affect 
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businesses in materially diverse ways, depending on the relationships 
among monetary assets, fixed assets, intangibles, monetary liabilities, 
and shareholders' equity. Universal application of price-level adjust-
ments for income tax purposes might not change the total amount of 
tax revenue collected, but it certainly would change the mix or 
incidence among taxpayers. 
TECHNOLOGICAL CHANGE 
One argument opposing adoption of price-level adjustments is 
that technological change affects capital erosion or accretion as much 
if not more than price-level changes. It has been said, for example, 
that technological improvements in machinery, equipment, and tools 
and the like in some industries have more than offset the adverse 
effect of inflation. The argument continues that the present-day 
cheaper dollar will buy as much or more productivity than the expen-
sive dollars at the time when fixed assets were acquired. To deter-
mine therefore whether a business was as well off at the end of a 
period as at the beginning, the argument continues, technological 
advance needs to be considered. 
I suppose the rebuttal is that there is no basis for assuming that 
the effects of technology and price-level changes are offsetting and 
that there are considerable variations among businesses and indus-
tries. There is the further rebuttal that they are independent matters, 
which can be separately studied. But so far there has been no study 
showing a way to adjust financial statements for technological 
changes. Such a study may show a way to do it, but it seems only 
remotely possible now. 
HOW TO GET STARTED 
Then there is the question of how to get started on price-level 
accounting. If price-level adjustments do not conform with generally 
accepted accounting principles, if they are not accepted for tax pur-
poses or in filings with the Securities and Exchange Commission or 
by regulatory authorities, where applicable, how can they come about 
except for internal use by businesses? Further, there is the matter 
of outstanding indentures, bonus agreements, and other contracts 
with provisions relating to earnings and other financial statement 
relationships based on traditional concepts. Unless business itself 
and its leaders manifest a sharp and continuing interest in price-level 
adjustments, there is little chance in getting them started. As an 
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aside, it seems quite clear that a leveling-off of the price level for a 
period of several years probably would cause interest in the matter 
to subside quite fast. As to published reports it seems clear to me 
that the starting point is to provide price-level effects as supplemental 
information. This is not a new suggestion, of course, but there has 
been little application of it since the suggestion was first made several 
years ago. 
BROAD STUDY IS NECESSARY 
I am inclined to think further that a broadside study of the 
price-level problem needs to be made. Al l aspects of the problem 
need to be considered in an integrated study including the diverse 
ways in which businesses (and individuals) are affected by price-level 
changes, the tax considerations, the statistical implications, the broad 
economic ramifications, and certainly the accounting considerations. 
The focus has to be on income and capital and the concept of each 
that is most meaningful for the purposes served by accounting in-
formation. The question of public education concerning these con-
cepts and public confidence in the measure of them—that is, the 
credibility of financial statements— is an important aspect of the 
problem. I think, too, that the study should contemplate the effects 
of price-level adjustments on financial statements in periods of both 
inflation and deflation. 
I really have not brought many new ideas into this discussion. 
Instead, I have attempted to distill many views, to express a few of 
my own, to discount some of the arguments on both sides and to 
bolster others, and mainly to emphasize the core consideration— 
meaningful concepts of capital and income. 
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